SUMMARY ANALYSIS OF AMENDED BILL

Franchise Tax Board
Author: _Fi guer oa Analyst: Jeani_ Brent Bill Number: _SB 495

Related Bills: _None. Telephone: 845- 3410 Amended Date: 04/13/1999

Attorney:  Doug Bramhal |  Sponsor:

SUBJECT: Enpl oyer New Ful | -Ti me Space Vehicles, Parts, Satellites, and Equi pnent
Enpl oyee Credit

DEPARTMENT AMENDMENTS ACCEPTED. Amendments reflect suggestions of previous analysis of hill as
introduced/amended

X AMENDMENTS IMPACT REVENUE. A new revenue estimate is provided.

AMENDMENTSDID NOT RESOLVE THE DEPARTMENT’S CONCERNS stated in the previous analysis of hill as
X introduced  February 18, 1999

X FURTHER AMENDMENTS NECESSARY .
X DEPARTMENT POSITION CHANGED TO _ Pending .
X REMAINDER OF PREVIOUS ANALYSISOF BILL ASINTRODUCED__ February 18, 1999, STILL APPLIES.

OTHER - See comments below.

SUMVARY OF BILL

Under the Personal Incone Tax Law and the Bank and Corporation Tax Law, this bill
woul d allow a credit of $1,000 for each qualified new enpl oyee enpl oyed by the

t axpayer during the taxable or inconme year and engaged in activities related to
space vehicles and parts and space satellites and equi pnent.

SUMVARY OF AMENDMENT

The April 13, 1999, anendnments del eted the provisions regardi ng enpl oyees engaged
in qualified research and added the provisions regardi ng enpl oyees engaged in
activities related to space vehicles and parts and space satellites and

equi pnent .

The anendnents resol ved one of the departnent’s inplenentation considerations,
relating to the flow through to investors of a pass-through entity, by deleting
the reference to the research credit. Except for that inplenentation

consi deration, the discussion of “this bill,” revenue estimate, and Board
position, the departnment’s analysis of the bill as introduced still appli es.

SPECI FI C FI NDI NGS

This bill would allow a credit of $1,000 for each qualified enployee enpl oyed by
t he taxpayer during the taxable or incone year. A qualified enployee would be
all of the foll ow ng:

1. A “new’ enployee, which is an enployee who fills a newly created position that
results in an overall net gain to the nunber of enployees.
2. Afull-time enmpl oyee, which is an enpl oyee who works at |east 35 hours per

week.
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3. Hred on or after January 1, 2000.

4. Enpl oyed by the taxpayer for nore than six nonths, but | ess than three years at
the end of the taxpayer’s taxable or incone year.

5. Engaged in activities related to space vehicles and parts and space satellites
and equi pnent, as specified by certain Standard Industrial Cassification (SIC
codes.

The followi ng SIC code industry sectors would be included:

SI C Code |Industry Sector Description

3663 Radi o and tel evision broadcasting and conmuni cati ons

3761 Qui ded m ssiles and space vehicles, including research and
devel opnent

3764 Qui ded mi ssile and space vehicle propul sion units and
propul sion unit parts, including research and devel opnent

3769 Gui ded mi ssile and space vehicle parts and auxiliary
equi pnent, including research and devel opnent

3812 Search, detection, navigation, guidance, aeronautical, and
nauti cal systens and instrunents

The term “qualified enpl oyee” would not include any person previously enpl oyed by
the taxpayer within the year prior to the taxable or incone year. Thus,

enpl oyees rehired in the taxable or income year follow ng a year during which the
t axpayer enpl oyed the enpl oyee would not qualify.

Any portion of the credit not used in the taxable or incone year could be carried
over to future years until exhaust ed.

If the taxpayer is eligible to claimthis credit, the research credit, or the
enterprise zone hiring credit on the sane enpl oyee, the taxpayer may elect to
take this credit and that election would be in lieu of claimng the other
credits.

Since this bill does not specify otherw se, the general rules in state | aw
regarding the division of credits anpng taxpayers would apply, and this credit
woul d not reduce regular tax below tentative mninmumtax for the purposes of
al ternative mni num t ax.

Pol i cy Consi derati ons

This credit would not be limted to enployees hired in California. The
department understands that the bill is being anmended to resolve this
concern.

The lack of a quantitative basis for evaluating the extent of enployee
servi ces necessary for the credit, as discussed in the inplenentation
consideration identified as #1 below, could result in manipul ati on of the
use of the credit.
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| npl enent ati on Consi derati ons

The follow ng inplenmentation considerations addressed in the department’s
anal ysis of the bill as introduced still apply and are provi ded bel ow for
conveni ence:

1. To be a “qualified enployee,” this bill would require the enpl oyee be
"engaged in activities” related to the specified industry sectors.

However, this bill does not provide a quantitative basis for evaluating
to what extent the enployee’ s services nmust be related to those industry
sectors. Specifically, this bill does not specify the type or anount of

services required to be perforned in order for an enployee to be a
"qualified enployee"” (e.g., a one-hour neeting of all enployees at which

space vehicle ideas are solicited potentially could qualify all enpl oyees

in the credit base). Further, the bill does not specify the tine period
required for the net gain in enmploynent (tinme of hiring versus end of
year).

O her existing hiring credits do provide quantitative bases. For
i nstance, under the enterprise zone hiring credit, 90% of the enployee’'s
services nust be directly related to the enployer’s enterprise zone

busi ness and at | east 50% of the enployee' s services nust be conducted in

the enterprise zone. This bill, because it does not specify a

quantitative basis, would allow the taxpayer to claima $1,000 credit for
an enpl oyee who engages in any services related to the specified industry

sectors, fromoccasional to full-tine.

2. By providing that “qualified enpl oyee” includes enpl oyees enpl oyed | ess
than three years, it appears that the intent would be to allow the
taxpayer to take the credit for the first three years of enpl oynent of
t hat enpl oyee. However, the bill also states that “qualified enpl oyee”
shall not include any person previously enployed by the taxpayer wthin
the year prior to the taxable or income year, which appears to disallow
the second and third years of the credit. Therefore, it is unclear
whet her taxpayers would be allowed the credit for three years of
enpl oynment or only for the first year in which the enpl oyee is enpl oyed.

3. This bill states that a “new enployee is one who fills a “newly created
position.” This requirenent | eaves uncl ear whether the position nust be
newly created in the current taxable or incone year or sone earlier
i ncone or taxable year.

FI SCAL | MPACT

Tax Revenue Esti mate

This bill is estimated to inpact the personal income tax (PIT) and bank and
corporation tax (B&CT) revenue as shown in the following table. The
estimates assune that the bill will be amended to provide that qualified

hiring nust take place in California.

Note: This bill, as currently drafted, could extend to non-technica

enpl oyees hired and it does not specify the tinme to nmeasure the required net

gain in enploynent. Because of these issues, the use of the credit m ght
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mani pul ated. To the extent it is, and unless this bill is amended, the
potential revenue inplications are uncertain, but could be significantly
hi gher than reported bel ow

Fi scal Year Cash Fl ow Losses
Effective For Hrings On O After 1/1/2000
$ Mllions
1999-0 2000-01 2001- 02
Personal | ncome Tax (Negligible*) | (Negligible*) | (Mnor Loss**)
Bank and Corporation Tax | (Negli gi bl e*) -$1 - $3
Tot al (Negl i gi bl e*) -$1 - $3

Loss | ess than $250, 000
** L oss | ess than $500, 000

Tax Revenue Di scussi on

This revenue estimate differs fromthe previous analysis of the bill as

i ntroduced February 18, 1999, as a result of changing the group of

i ndi viduals that would be “qualified enpl oyees” fromthose engaged in
qgualified research activities to only those engaged in space vehicle and
space satellite activities included in SIC Codes 3761-3769, 3663, and 3812.

The revenue inpact for this bill would depend upon the nunber of enployers
who hire qualified individuals engaged in SIC Codes 3761-3769, 3663, and
3812 in California and the anount of available tax liabilities of qualified
enpl oyers.

The revenue shown in the above table assunes that the bill wll be anmended
tolimt the credit to enployees in California and to address the

i npl ement ati on concerns dealing with the potential manipul ati on noted above.
The i npact of those matters could nore than double the estimtes provided.

This estimte was developed in the followi ng steps. First, according to the
Enpl oynent Devel opnment Departnment (EDD), approximtely 98,000 individuals
were enployed in SIC Codes 3761 to 3769, 3663, and 3812 for 1998. According
to the sane source, it is projected that approximately 2,500 additiona

i ndividuals would be hired in this research industry for 1999. Second, this
nunber (2,500) was grown 5% per year, yielding approximtely 2,625
qual i fying individuals that would be hired in 2000. This nunber was
adjusted to account for those individuals who would neet the net increase in
enpl oynment to the enpl oyer (90% assunption), |eaving approxi mately 2, 360
qual i fying individuals for 2000. It was further assuned that only 50% of
those individuals would qualify for the credit in the year of hiring because
of the mnimumtinme requirenment (six nonths) and the date they are hired
within the year, |eaving approximately 1,180 individuals for the first year
(2000). Third, the total nunber of qualifying individuals was nultiplied by
$1, 000, generating $1.2 million in generated credits for income years

begi nning in 2000. |In subsequent years, it is assumed 85% of the previously
hired individuals would qualify enployers for the credit.

The followi ng table shows the total projected nunber of qualifying full-tine
positions each year (new and continuing) with at | east six nonths but |ess
than three years of enploynent for the year
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Qualified Positions

Year 2000 2001 2002
Qualfying [ 2180|120 1302
I ndi vi dual s 1707

Tot al 1, 180 3, 248 5,118

Revenue | osses take into account other credits that may apply under current
| aw and t he nunber of
An enpl oyer who hires an enployee in any given year can take a
credit of $1,000 for that same enployee for up to three years, allow ng one
enpl oyee to qualify the enployer for a maxi mumcredit of $3,000 over a

wor kf or ce

t hree-year
t he out-years.
assumed that approxi mately 90% of allowable credits for

peri od.

Qual i fying individuals were grown 5% per year.
PIT and B&CT woul d

i ndi vi dual s who enter and those who | eave the

This is reflected in the increase in revenue | osses for

It was

be applied against available tax liabilities in any given year by this
research industry.

BOARD POSI TI ON

Pendi ng.

At its March 23, 1999, neeting,
position on this bil
had the opportunity to review the Apri

neutra

as introduced February 18, 1999.
13, 1999, anendnents.

the Franchi se Tax Board voted 2-0 to take a

The Board has not



